Capital markets in India have seen a spectacular spurt in the new equity share issues and a significant increase in the public response to them. New capital raised from investors has gone up from Rs 15 crore in 1970-71 to Rs 100 crore in 1979-80 and to Rs 3,000 crore in 1985-86. New issues which were once considered to be extremely risky and unattractive (Patel, 1960; Mansukhani, 1968) have lately become much sought-after investments. New issues have made stock ownership so popular that participation in corporate India has spread across all regions, professions, and economic classes of society. Popular and business press is replete with articles and news about the phenomenal increase in the price of new issues.
In this speculative fever of new issues, a common investor, however, wonders whether:
• new issues are really attractive when over subscription leads to a large part of the application money getting refunded most of the time without any return • issues of a particular type or industry are better than others • there is an application strategy that can make a difference to the returns fetched from new issues.
The purpose of this paper is to answer some of these questions by studying initial performance, that is, the performance from the date of closure of the subscription list to the date the share is first quoted on the market. The paper also tests empirically the validity of different beliefs investors have regarding the new issues.
Studies on the performance of new equity share issues, especially in the United States, 1 have concluded that new issues yield superior returns to the investors only in the first few weeks of the offering.
In India, the focus of previous studies on new issues (Sur, 1961; Bhatia, 1976; Khan, 1978) has not been on their performance evaluation in the marketplace. The periodic studies by the Economic Times have examined performance of new issues but they are limited in their usefulness for three reasons:
• returns are not defined in a uniform time frame for different issues • returns are not adjusted for dividends, bonus issues, and rights issues • they do not incorporate risk-even in a crude form.
Objectives of the Study
The objectives of this study were to:
• examine the initial performance of new issues. The period for initial perform ance was from the date of closure of the subscription list to the date of first market quotation. Initial performance was examined to see if and how much the investors have earned returns over or below the ones justified by the risk as sociated with the issues • examine .whether small investors be nefited more than large investors in the initial period. 
Measure of Performance
A meaningful measure of performance is one that considers not only the return on a security but also the risk associated with it. Standard deviation of the return on a security-a measure of its variability-is often used as a measure of risk.
Modern portfolio theory (Sharpe, 1964; Fama, 1971; Ross, 1976) has, however, demonstrated that the relevant risk of an individual security is not its standard deviation (i.e. total risk). It maintains that a significant part of the total risk can be reduced through diversification, an option readily available to all investors. The market will not pay a price for this part of the risk, called diversifiable or unsystematic risk. The risk that cannot be eliminated through diversification, which is called systematic risk, is the only part of the total risk the market will pay a price for. Thus, the systematic risk of an individual security is only the marginal effect it has on the risking of a welldiversified portfolio.
Capital Asset Pricing Model
Using the concept of systematic risk, the Capital Asset Pricing Model (CAPM) provides a relationship between the risk and normal return for a security. CAPM states that, in equilibrium, the expected return on asset, Rj, in excess of the risk-free return, r O is directly proportional to the expected return in excess of the risk-free rate on the market portfolio R m .
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It is difficult, however, to use the CAPM for .new issues because:
• there is no price series available prior to the first quotation • systematic risk may not be constant over time as issues become 'seasoned.' Season ing refers to the time elapsed between-the date of first market quotation and the date on which the price is considered for the computation of return.
RATS Model
To overcome the problem of seasoning or changing age of a portfolio as 'time' passes, it is possible to keep the average age of a portfolio of securities constant by dropping the oldest security in the portfolio and adding a new security in each period of study. Ibbotson (1975) combines the Returns Across Time and Securities (RATS) in the model: Rj,n -yo = a n +B n (R m,n -y o ) + e j,n where Rj,n is the return of security,', during n th month of seasoning; Yo is the risk-free rate of return; On is the regression constant; a n is the regression. coefficient signifying systematic risk during nth month of seasoning; R m n is the return on market portfolio during nth month of seasoning; and ej ,h is the stochastic disturbance term for asset, j, during the nth month of seasoning.
Instead of measuring the performance of a security over a time period, the RATS model measures the performance of a portfolio of securities that has a constant seasoning, specified by the value of n, the month of seasoning. The seasoning of the portfolio is kept constant by dropping and adding securities. In the simplest case, the return in each month is measured for a one-stock portfolio that consists of a different stock each month.
The estimate of a n in the above equation provides a measure of 'extranormal' performance under conditions of market equilibrium. The model accommodates changes in the systematic risk of the new issues as they become seasoned.
Sample
I have examined the performance of new equity share issues made through prospectus between the period January 1970 and December 1978-a period when the new issue market was picking up strength. One issue was randomly selected from the universe of new issues quoted each month on the Bombay Stock Exchange (BSE), the largest stock exchange in India in terms of the number of securities traded, total capital involved, and the volume of transactions. There were 108 months in the period of the study. No new issue was quoted in six of these months. Data were not available for four of the months. The sample size thus got reduced to 98.
The sample constituted 18 per cent of the population of new issues made during the period of study. It covered:
• many industries-44 new, 34 existing, and 20 FERA issues • different size of the issues from Rs 5 lakh to Rs 3.5 crore • a variety of public response, subscrip tions ranging from .005 times to 122.03 times the capital offered • a first market premium ranging from Rs. 9 to Rs 44.
The data were collected from sources such as the Reserve Bank of India, the Bombay Stock Exchange, the Registrar of Companies, and the financial press.
Computation of Returns
The price of a new issue is typically collected in several installments such as application money, allotment money, and sometimes call money. The gap between application date and first quotation date is different for different issues and is quite long for many of them. Depending on the extent of over-or under-subscription and the resulting allotment scheme, the investor may get a refund from the company or may owe additional allotment money to the company. The average allotment ratio was used to compute the amount of refund or additional allotment money due. If the issue was oversubscribed ten times, the allotment ratio was taken to be 10 per cent and the money/ refund due on allotment was computed based on this ratio. The dates of closure of the application list and of the first market quotation were gathered for all 98 issues in the sample. Exact dates of occurrence of intermittent cashflows (allotment date and date of call money due) were not known for Vol. 12, No. 4, October-December 1987 some of the issues. Suitable assumptions, consistent with legal requirements and prevalent practices, were made in such cases.
Monthly returns were computed using the Internal Rate of Return method (IRR) because it takes time value of money into account. Returns were also computed ignoring the time value of moneylabelled as the Average Rate of Return (ARR). Under the ARR method, the monthly return was computed as the net cashflow for an average investor from the date of subscription to the date of first market quotation divided by the investment weighted by the number of months the investment was outstanding.
Two other computations needed for the RATS regression model are the market return and the riskless return. The main source for computing the market return was the Reserve Bank of India Security Price Index, which captures the capital appreciation component of the market return. To adjust for the reduction in the price when a stock is quoted 'ex-dividend,' the Security Yield Index, also of the Reserve Bank of India, was used in conjunction. The computed market return included both the capital appreciation and the dividend components. The average monthly running yield on Central Government securities was used as the risk-free rate.
Initial Performance of New Issues
The initial performance of new issues is positive and significant under both methods. The extranormal return is about 2.44 per cent per month (IRR) (after accounting for the risk associated with the security. The results are presented in Table \ .
The value of R 2 in the regressions is low. However, the coefficient b n representing the element of systematic risk is significant. Hence a low value of R 2 indicates that systematic risk explains very little of the variation in the performance of new securities.
Oversubscription lowers the return on new issues significantly. If one is assured of full allotment, an investor can earn an extranormal return as high as 14.25 per cent per month (IRR). This return is reduced by high oversubcriptions to 2.44 per cent per month. Even so, these extranormal returns are significant.
Performance by Investor Categories
Government policy favours preferential allotment to small investors. The allotment ratio is higher than average for small investors and lower for large investors.
Returns for each investor category as defined by the Reserve Bank of India based on the total par value of shares applied for were calculated individually and regressed over the market return. The results are presented in Table 2 . The average extranormal performance is 2.27 per cent per month (IRR) but it varies considerably by investor size. Investors applying up to 50 shares get as high as 4.06 per cent per month. The return then decreases asymptotically. The extranormal performance for the large-size category (applying for 10,000 shares and above) is not significantly different from zero. Thus, applying in smaller lots yields gets superior returns to investors in new issues.
46
Vikalpa
Performance by Type of Issue
The returns on different types of issues (new, existing and FERA) are presented in Table 3 . The average extra normal performance (coefficient of a,n) is positive and significant at 5 per cent level for all three types of issues-new, existing, and FERA-under both IRR and ARR methods.
Systematic risk (coefficient of/3 n ) is higher and significant at 5 per cent level only for new issues. It is not significantly different from zero for the existing and FERA issues.
Existing issues fetched the maximum extranormal returns of 2.92 per cent per month (IRR) to the investors. New issues ranked next (2.18 per cent). FERA issues fetched the lowest extranormal returns (1.78 per cent).
This result is surprising because it does not support the popular investor belief of FERA issues fetching fantastic returns. The reasons for relative unattractiveness of the FERA issues could be the huge public response they typically attract. The average oversubscription for FERA issues in our sample was 20.7 times compared with 9.8 times for new issues and 9.9 times for existing issues. Large oversubscription results in a lower allotment ratio and thus a good part of the application money is simply refunded. Thus, despite the high initial market premium for FERA issues, their return on total investment is not as attractive as that of the other two types of issues. However, if one is assured of an allotment, the extranormal return on FERA issues would certainly be higher than for new or existing issues. This probably explains the popular belief about FERA issues.
Performance across Different Industries
In my sample, the only two industries that had a minimum of fifteen companies were (a) engineering and (b) dyes, chemicals, and Pharmaceuticals. The average extranormal performance was 1.64% per month (IRR) for the engineering companies whereas for the companies in the dyes, chemicals and pharmaceutical industry, it was 3.99% per month. Thus, dyes, chemicals, and pharmaceutical companies have yielded significantly higher extranormal returns than the engineering companies.
Premium vs Non-Premium Issues
Only existing companies with significant financial history can issue shares at a premium. Issues and premia are subject to the approval of the Controller of Capital Issues (CCI). In our sample of 98 issues, only 14 were made at a premium.
It is believed by investors that the premium allowed by the CCI is usually lower than the premium the market is ready to pay for them. Investors thus treat premium issues as more attractive investment than the issues at par.
The analysis indicates that the extranormal return for premium issues is 2.08 per cent per month (IRR) compared to 2.66 per cent per month for issues made at par. Thus, the belief that premium issues are superior to non-premium issues is not supported by the results.
Investors' Beliefs Tested
Investors often have certain hypotheses about the performance and performance-related aspects of new issues. These hypotheses state an association between certain variables. Since many of the variables involved are not normally distributed, I have tested the association using the non-parametric test of Spearman Rank Correlation.
The rationale behind investor hypotheses and the results of the correlation test are presented below.
Oversubscription and Initial Market Premium
Oversubscription reflects demand for an issue exceeding its supply. If marketmen consider the offering price low, a whole lot of them apply for the shares in large quantities. The oversubscription results in a lower allotment ratio and investors who do not get their desired allotment usually try to acquire the shares in the open market soon after trading starts in the security, driving its price up. Therefore, the hypothesis: higher the public response to an issue, the greater will be the initial market premium it commands.
Public response was measured by the ratio of total number of shares applied to the total number of shares allotted. Initial market premium was measured as the excess of market price over the paid up value of a share. The coefficient of Spearman Rank Correlation is 0.66 with a t-statistic of 8.66. Thus, there is a positive and significant relationship between public response and initial market premium.
First Quotation Delays and Market Premium
If formal trading in a security starts too long after the date of closure of the subscription list, marketmen consider it a sign of weakness. This will be reflected in the first market quotation. Therefore, the hypothesis: longer the time for first quotation of a security, lesser will be its initial market premium.
My analysis showed that there was no relationship between these two variables. The rank correlation was -.66 with a t-statistic of 0.64. Late quotation does not necessarily mean a lower quotation.
It is logical, however, to expect that although the first market premium is not low, the return on the securities quoted late would be relatively lower on account of the longer time involved. My results supported this expectation of a negative relationship between the time a security takes to get quoted and its initial performance (ARR). The rank correlation was 0.32 with a t-statistic of 3.25.
Size and Public Issue Expenses
The expenses of making a public issue have been significant and rising over the years. For the companies in our sample the average issue expenses amounted to 12.18 per cent of the proceeds of the public issue. Expenses such as legal, printing, distribution, and publication are fixed, or are semivariable, in nature. Therefore, the hypothesis: the smaller the size of the public issue, the higher will be the percentage of expenses for the issue.
The coefficient of rank correlation between the two variables was -.45 with a t-statistic (4.96) significant at 5 per cent level. Thus, smaller companies have diseconomies of scale in respect of public issue expenses.
Underwriters' Reputation and Oversubscription
Who underwrites the issue often has an impact on the perceived attractiveness of the issue. The investing Community has more faith in the issues underwritten by individual brokerage houses. It is believed that these astute businessmen would not stake their fortunes if the issue was likely to be undersubscribed. This is in contrast with the issues wholly or mainly underwritten by banks and financial institutions. It is often believed that public sector institutions' decision to underwrite an issue might partly be due to social objectives such as corporate growth and capital market development. Therefore, investors do not consider these issues as attractive as the ones underwritten by individual brokers. Hence the hypothesis: the more the underwriting by banks and financial institutions, the lower will be the public response to an issue.
The coefficient of rank correlation was -0.085 which is not significantly different from zero at 5 per cent level, the t-statistic being only 0.81. Thus, there was no relationship between who underwrites the issue and the success of that issue. This could be due to the fact that individual brokerage houses are not always approached first for securing underwriting. If the promoters are reasonably sure of getting the issue subscribed, they might approach banks and financial institutions for underwriting before they involve the individual brokers. The reason might be that promoters want to build better contacts with banks and financial institutions which they can encash later on. Underwriting by banks and financial institutions does not indicate unwillingness of individual brokerage houses to underwrite.
Conclusions
The study establishes that:
• New issues yield returns significantly in excess of the risk associated with them. 
Implications
The implication of the results for corporations making new issues is in the area of pricing. The extent of oversubscription and the existence of extranormal returns indicate that companies can issue shares at a higher issue price without running the risk of undersubscription.
However, the issue price of a stock in India is not 'market-determined.' The Controller of Capital Issues plays a very crucial role in the determination of the issue price.
• It is possible for the Controller to let companies issue shares at a higher price diverting a part of the profits from individual investors to the corporate sector. From a national viewpoint, the productivity of the capital so diverted is perhaps higher with the corporate sector than with the investors in new issues.
